Recently, capital controls have made a comeback as both policymakers and academia have questioned the net benefits of liberalization and economic growth, especially after the 2008 Great Recession. While that literature has largely concluded that capital account liberalization may have detrimental effects on growth and accentuate financial instability in emerging markets, relatively little literature has examined the impacts of capital account liberalization on income inequality. Thus, this paper investigates the extent to which liberalization is beneficial for countries, conditional on institutional strength and financial depth. We specifically explore the differential impacts of capital account liberalization on income inequality during periods of economic expansion and contraction. The main findings suggest that the net impact of financial liberalization on income inequality is ambiguous during periods of economic expansion but detrimental during contractions. However, we also find that capital account openness needs not to be detrimental on income inequality if institutions are strong or -as it is the case in Latin America -if social safety nets are available.
"The general presumption was that capital account liberalization was always good, and capital controls were nearly always bad. I've seen the thinking change, partly because it was already wrong then, and because it was particularly wrong in the crisis."
said Olivier Blanchard, former professor of The Massachusetts Institute of Technology (MIT) and Chief Economist of the International Monetary Fund (IMF). As Blanchard said, openness has traditionally been seen as pareto improving since it expands possibility frontiers. In contrast, closing or restricting the capital account has been seen as detrimental to countries' economies. It can, for instance, discourage inward investment, as investors may fear they will not be able to easily withdraw their money during an economic downturn. This was the case of Iceland, which, during its 2008 financial crisis, imposed capital controls that not only led to colossal outflows, but also crimped investment and financing for Icelandic companies. Eight years later, the country only now is inching toward eliminating these controls.
But is capital account liberalization the way to go? Claimants of openness have long argued that it increases risksharing and domestic consumption smoothing. However, when financial institutions are weak and access to credit is not inclusive, liberalization may bias financial access in favor of those better off and therefore increase income inequality. It could go the other way as well: on the likelihood of financial crises, income inequality could fall as bankruptcies and falling asset prices may have a greater impact on those with access to financial markets. On the other hand, long-lasting recessions may disproportionately hurt the poor as they have limited access to banking services to hedge against risks. Finally, capital account openness may affect the distribution of income through its effect on the labor share of income. The best way to think of this is in the context of a bargaining game between labor and capital. If capital account liberalization represents a credible threat to reallocate production abroad, it may lead to an increase in the profit-wage ratio and to a decrease in the labor share of income.
2
The switch to orthodoxy could be partly attributed to the empirical work finding evidence to support the cons over the pros. Should we change gears and revert capital openness? A surge of discussions addressing this question suggests that this issue is far from being a closed or even a cold case. Most of the literature focuses on withincountry experience 3 or on a limited set of countries 4 , thus leaving key issues unaddressed.Important questions remain,
including: under what circumstances is capital openness negatively related with income inequality, or if there is evidence that capital account openness only exacerbates income inequality during downturns and improves it during economic expansion? Ultimately we would like to answer if there is a right moment to restrict the capital account during contractions and if these measures should be coordinated worldwide.
This paper contributes to the empirical literature on the effects of capital openness on income inequality by examining the distributional consequences of capital account liberalization for a large (unbalanced) panel of 141 countries from 1990 to 2013. We specifically focus on answering four questions: i) Is there (on average) a positive or negative relation between income inequality and capital account openness? ii) Are the negative effects of income distribution larger during booms, busts and/or regular periods? iii) Have ex-ante and ex-post capital openness policies contributed to reduce income inequality? iv) Can safety nets explain the favorable relationship between capital openness and income inequality in Latin America? To the best of our knowledge, there is still no research document covering these issues. Therefore, our research contributes to the literature and also brings to consideration if capital account liberalization occurred too rapidly relative to the implementation of other policies.
We find that the level of financial development and the occurrence of crises play a key role in shaping the incidence that financial globalization reforms have on income inequality. In particular, we present evidence that capital account 2 Harrison et al. (2002) 3 Larrain (2014) 4 Das and Mohapatra (2003) liberalization reforms are associated with a statistically significant and persistent increase in income inequality ex post a crisis. However, results are ambiguous during economic expansions. The increase of income inequality is, however, conditional on the policies that accompanied liberalization reforms. In particular, we find that ex-ante implementation of social safety nets (specifically conditional cash transfers) reduces the magnitude of negative impact. Closing the accounts ex post also alleviate the negative effects, albeit, in a lower magnitude.
The rest of the paper is organized as follows. Section 2 presents a brief summary of the related literature. Section 3 focuses on describing data and showing some descriptive statistics regarding the evolution of inequality and capital account openness. Section 4 specifies the methodology and is followed by a discussion of results in Section 5. Chapter 6 concludes.
Related Literature
A number of studies have found a positive relationship between financial openness and economic growth (Quinn and Toyoda (2008) ; Arteta et al. (2001) 5 ; Henry (2006) ). However, although financial integration has been historically associated with positive outcomes in the developed world, the results are mixed for emerging economies. Among the empirical evidence, Reinhart and Reinhart (2008) , using a panel of 181 countries for the period 1960 to 2007, concluded that periods of high capital flows result in a greater likelihood of subsequent financial and economic crises. This could be the case for countries with "premature" liberalization, such as Mexico in the mid-90s and several Asian economies in the late 90s (Glick et al. (2006) ), which, after a period of foreign direct investment and portfolio investment bliss, experienced massive capital outflows. Financial openness has also been detrimental to economies with distorted domestic markets, as domestic resources were concentrated in less efficient sectors Wang (2002) . In other instances, liberalization has resulted in a minimal increase in inflows, as the case of some African countries 6 .
More optimistic results are presented in Bussiere and Fratzscher (2008) , who, using a panel of 45 advanced and emerging economies found short-term positive causality between economic growth and income inequality but low significance in the long-term. Klein and Olivei (2008) find a significant positive effect between financial liberalization, financial depth and growth in OECD countries, which suggests that the benefits of financial account openness are obtained in the presence of institutions and sound macroeconomic policies. Similarly, Prasad and Rajan (2008) mention that there may be a threshold of institutional development where liberalization costs outweigh the benefits, or that collateral benefits of liberalization are greater at higher levels of development. Ferreira and Laux (2009) , using a panel of 50 countries from 1988 to 2001, find a positive relationship between portfolio investment and growth in both developed and emerging economies. In a similar manner, Henry (2003) explores 18 episodes of equity market liberalization and find benefits reflected in the cost of capital, accumulation of capital stock and output growth per worker. Finally, in a recent discussion, Quinn and Toyoda (2008) identified significant causality between equity market liberalization and economic growth. This statistical ambiguity is also present at the theoretical level. In principle, improved access to private savings would allow a more efficient selection of investment and thus induce growth in the recipient country. However, distortions could limit the benefits of integration in several instances, as argued in Hellmann et al. (2000) . A similar case of information asymmetries is presented in McKinnon and Pill (1996) . Even Gourinchas and Jeanne (2006) show limited benefits of transitioning from an autarkic state to an open economy, with regards to improvements in domestic productivity.
A less researched topic is the relationship between financial liberalization and income inequality. Claessens and Perotti (2007) explore how political influence encourages liberalization reforms that improve the financial access of the elite. This induces inequality because the benefits of openness are absorbed by the elites while risks are assimilated by the rest of the population. The authors concluded that financial reforms are only beneficial when accompanied by supervisory institutions. Similarly, Bumann and Lensink (2016) develop a theoretical model of the banking sector and explore two types of countries: one with more financial depth than the other. Liberalization reduces credit costs, driving demand for loans and raising interest rates to attract savings deposits. This improves income distribution. Empirically, the authors prove that the direct relationship between openness and inequality is positive, but that it is subject to financial depth. Our research complements the above findings. In addition to incorporating institutional components and financial depth into our analysis, we explore atypical economic events. This allows us to confirm if capital account liberalization is beneficial in absence of an atypical economic cycle. This method is different from Bumman and Lensink's, who do not account for economic booms or busts.
Furceri (2015) proposes a similar approach with objectives different from ours: The author estimated a dynamic panel using an exogenous monetary shock. However their goal is to document the resulting multipliers from the impulseresponse function. They find that after a monetary shock, inequality and labor share of income reduces both in the short and medium term. His results suggest that the largest increases in income inequality occurred in countries with weaker financial institutions and when followed by financial crises. Atkinson and Morelli (2011) also sought to quantify the changes in income distribution during atypical periods-crises. However, unlike this paper and that of Furceri (2015) , they did not control for financial openness. They conclude that there are no consistent patterns within the sample. This is because a crisis can encourage the creation of policies that permanently change the level of income inequality, such as the creation of the Social Security program in the United States after the 1929 depression.
Larrain (2014) links financial openness with the labor market. Liberalization allows financially constrained companies to receive capital. Since capital and skilled labor are relative complements, there is an increase in the relative demand for skilled labor, thus resulting in an uneven salary increase. Larrain's hypothesis is confirmed using industry-level data for 20 European countries. Our methodology does not include correlations between financial liberalization and increases in skilled labor (or relative wages); at least not explicitly. However, we include in our estimations schooling and trade openness to account for wage-skill differentials. Arora et al. (2013) , Gallagher et al. (2012), and Helleiner (2011) discuss the role of international coordination and global governance. Their common denominator is that capital openness requires comprehensive planning. Liberalization polices should be timed and sequenced in order to ensure that their benefits outweigh their costs. Contrary to other academic research, they consider that financial liberalization policies should be designed as a function of both domestic and multilateral effects. Appropriate policy responses comprise a range of measures and involve, both, countries that are senders and recipients of capital flows. Our investigation does not test hypotheses on the degree of financial linkages within countries or discuss the direct effects of international assistance by multilaterals. However, our findings encourage the request for better coordination that may help minimize the detrimental effects on income distribution that greater financial openness may bring.
Measures and Correlations
The current section explains all of the variables used in our model and their relationships with one another.
Income Inequality
The Gini coefficient is the most widely used measure of income inequality. The Standardized World Income Inequality Database (SWIID) (Solt (2014)) contains post-tax income estimates represented in 100 separate imputations per country. For simplification purposes, we averaged the 100 imputations for each country, per year. Figure 1a shows time series for seven world regions. Income inequality has increased in most countries, especially in the developed economies. Interestingly though, in Latin America, the most unequal region of the world, income distribution seems to be improving, even after the late 90s when the large countries region experienced recessions. Figure 1b shows all countries divided by income groups. Once again, high-income countries seem to have the worst trend. Low-income countries seem to be the least affected, possibly because of the countries' fewer linkages with the global economy. It does not, however, measure the intensity of capital controls as Quinn (1997) and Quinn (2003) do. Chinn-Ito's correlation with Quinn, though, is 0.84, suggesting that it captures capital control intensity to a reasonable extent. Fernández et al. (2015) recently developed a de jure dataset (KA-Uribe hereafter) using AREAER and the methodology in Schindler (2009) . The dataset offers information on capital controls that are disaggregated both by type (i.e. whether the controls are on inflows or outflows) , and by 10 different categories of assets, including money market instruments; derivatives; collective investment securities; guarantees, sureties, and financial back-up facilities; and direct investment accounts. KA-Uribe construct an index from these data that ranges from 0 to 1, where 0 is equivalent to a capital account lacking restrictions, while 1 is equivalent to a fully "closed" account. The correlation between KA-Uribe and the Chinn-Ito index stands strong at -0.87. It is important to recall that it is normal that the Chinn-Ito index and KA-Uribe move in opposite directions, because in the former, the maximum value is equivalent to a fully liberalized account, while in the latter, the maximum value is equivalent to a fully restricted account.
Several de facto measures have also been generated in response to de jure measures' shortcomings. Lane and MilesiFerretti (2007) , proposed a stock-based de facto database that captures a country's exposure to international financial markets. It includes countries' aggregate assets and liabilities in the following categories: portfolio equity, foreign direct investment, debt, and financial derivatives. For this paper, we summed all portfolio investment and debt assets and liabilities 8 , as a percentage of GDP. The resulting "index" was used as a de facto measure. It should be noted that gross capital flows are more volatile than equity based measures (Quinn et al. (2011)) 9 .
For our empirical analysis, we considered both de jure and de facto measures, as many countries legally allow capital account transactions but do not receive flows. 10 Only a handful of countries with liberalized capital accounts receive a high percentage of capital flows. Therefore, utilizing only de jure measures could bias results. Similarly, omitting variables that explain the difference between the degree of de jure and de facto liberalization could cause heterogeneity issues if we only use de facto measures. To reduce the possibility of omitting these variables, we used additional controls, including depth of financial system (i.e.: credit to private sector as a percentage of GDP) and institution strength.
It should be noted that having a closed capital account does not guarantee a lack of investment flows into a country either. For instance, direct investment and funds recorded as "other investment" in the balance of payments can enter a country through the banking system or any other mean offered by the central bank. However, this research focuses on portfolio investment flows. It would be unlikely to find a situation where portfolio investment enters a country without a de jure framework that allows for it.
7 Chinn and Ito (2008) argue that this index could be used as a proxy for strength of capital controls 8 Flows 9 These measures usually suffer from endogeneity and may not reflect changes induced by policies. 10 A scatterplot of Chinn-Ito vs. Lane and Milesi-Ferretti shown in the Annex, provides evidence for this argument.
Relationship between Financial Liberalization and Income Inequality
A quick glance at our panel shows that the Chinn-Ito and the Gini coefficient are negatively correlated. In other words: the opening of the capital account is associated with a reduction in income inequality. However, this correlation is rather weak (-0.15). The effect of openness is also beneficial (but weaker) when comparing the Fernández-Uribe index to the Gini coefficient. As mentioned above, considering only de jure measures can provide an inaccurate picture of reality. Therefore, we also evaluated the relationship between capital flows (as a percentage of GDP) from the Lane and Milesi-Ferretti database and the Gini index. The result (-0.07), although very weak, also suggests that a greater amount of capital flows is associated with a fall in income inequality.
These correlations contrast with the econometric findings in the literature -a proof that the effects of financial openness on inequality are not uniform across countries.There is clearly more to explore than just a simple correlation. Some of the reasons for this contrasting effects discussed in the literature include political, institutional and market efficiency differences. While the reasons are many, researchers seem to agree on the role of institutions, as countries with solid institutions usually have a higher penetration of financial services. To control for institutions, we assume that the degree of institutional strength is correlated with GDP per capita. Thus, we classified countries into three income groups: high income, middle income and low income based on the following rule 11 :
Correlations by income group, although generally weak, vary significantly. For instance: while the correlation between the Chinn-Ito index and Gini is negative for the entire panel, it is positive (although weak) for the low and middle income groups, implying that only high income groups have benefited (in terms of inequality reduction) from liberalizing their capital account.
In addition to income groups, we further disaggregated the panel into three periods that we consider fundamentally different from each other: 1990 -1999 2000 -2007 and -2013 and . Between 1990 and and 1999 , more than 80 countries opened their capital accounts. However, it was actually starting in 2000 that de facto openness accelerated. Finally, 2008marks the beginning of the Great Recession 13 . This additional disaggregation allowed us to visualize whether there were characteristics between income groups and over time that contrast the aforementioned correlations.
Correlations by time period also show inconsistent results: for the high income group, the relationship between capital account liberalization (using Chinn-Ito) and income inequality is unfavorable during most periods 14 : that is, that capital account liberalization is associated with an increase in income inequality. The correlations are even stronger when using the Fernandez-Uribe index. We run a final check by exploring the relationship between Gini and the lags of each of the de jure measures, given that the Gini coefficient usually reports the previous year's inequality. However, correlations remain virtually identical to those found with their contemporary values.
We also explored the relationship between our de facto measure and income inequality by income groups. For these 11 We used GDP per capita, PPP, constant 2011 international dollars from the World Bank. 12 The rule above allowed us to account for countries' transitions between groups throughout time. For a detailed list of countries by income group, please see the Annex 13 According to the U.S. NBER, the great recession started in December 2007. Given that the panel contains annual data, we marked 2008 as the start of the recession 14 Except for the low and middle income groups during 1990-1999, where the relationship is practically inexistent correlations, we used the lag of the de facto measure, for reasons mentioned above. The results are ambiguous: liberalization is usually unfavorable for low and middle income countries 15 , but is beneficial to high-income countries.
This correlation, along with the correlations mentioned above, are consistent with the arguments of Klein and Olivei (2008) and Prasad and Rajan (2008) on the importance of the strength of institutions for a beneficial reception of capital flows.
Relevant Shocks
The academic literature has identified several shocks that may have an effect on the reduction of income inequality. For purposes of our study, we focused on impacts that are transmitted through portfolio investment. Monetary policy in particular (Coibion et al. (2012) ), can have global effects that are reflected in the cost of capital. An exogenous shock that suddenly increases liquidity and persistently maintains low rates can generate changes in investment patterns. In this case, income inequality could improve or worsen, depending on the sector of the economy that absorbs the benefits. The reasoning behind this is that most households primarily rely on labor earnings instead of business and financial income. If expansionary monetary policy shocks raise profits more than wages, then those with claims to ownership of firms will tend to benefit disproportionately. Since these people also tend to be wealthier, this channel should lead to higher income inequality in response to monetary policy shocks. Also, if some agents frequently trade in financial markets and are affected by changes in the money supply prior to other agents, then an increase in the money supply will redistribute wealth toward those agents most connected to financial markets.
Another variety of shocks could be related to internal conditions that suddenly change from optimistic to pessimistic, such as the difference between growth expectations and the actual GDP growth rate. Although there is usually much correlation between this variable and other factors, and while this variable is not the best representation of a domestic shock, it allows for the estimation of an orthogonal component to external factors. In addition, this difference between expectations and reality may be interacting with the capital account liberalization policy or with de facto capital flows. Finally, including this variable into our analysis could be interesting as it allows us to see the effect that an underperforming economy 16 has on income distribution during periods of capital account liberalization.
We thus control for these two types of shocks by including the following variables into our analysis:
• Romer and Romer (2004) (hereinafter RR) shocks, which reflect changes in U.S. monetary policy (agreed at each Federal Open Market Committee meeting) which are orthogonal to the set of information from the Fed, obtained from the GREENBOOK forecasts. This variable can be used to identify monetary policy innovations purged from anticipated effects related to economic conditions.
• To characterize unusual economic episodes we generated a proxy variable that is only weakly correlated with world economic performance, represented by matrix Y i,t . To do so we used the real GDP growth rate of each country, y i,t , and projected to current and lagged GDP growth of U.S., Japan, Germany, and China 17 . The estimation results are then used to to find the forecast error, s i,t , the proxy we seek:
15 Except for middle-income countries from 2008-2013. 16 That is, performing slower than expected 17 China's GDP and lagged GDP is only included from 2004-on
• We also used a simple categorization of GDP growth performance: regular episode whenever GDP growth is within a 1.5 (historical) standard deviation, boom when it is above, and bust when it is below.
Methodology
We first performed a baseline estimation that inherits some elements from Bumann and Lensink (2016) as well as Furceri (2015) . We then improved the baseline estimations by adding variables that we believe are useful in the identification of unusual economic episodes. Doing so allowed for a better understanding of correlations and helped identify the direction of causality between capital account openness and income inequality over different time periods.
We focused on answering four questions: i) If, on average, there is a positive or negative relation between income inequality and capital account openness; ii) whether or not the negative effects of income distribution are larger during boom, busts, and/or regular periods; iii) if ex-ante and ex-post capital openness policies have contributed to reduce income inequality, and iv) if safety nets explain the observed correlation between capital openness and income inequality in Latin America.
To address the above we begin describing the general econometric model:
In this equation, i = 1, . . . , N y t = 1, . . . , T are indices for country and time, respectively. The variable g is our measure for income inequality -the gini coefficient. φ i and ϕ t are fixed effects for country and time, respectively. We included the lag of the gini coefficient as explanatory variable to take into account the persistence of inequality that is observed in the data. k corresponds to the capital openness indicator. X is a matrix corresponding to variables usually associated with inequality changes. Z is a matrix including a set of controls usually associated with shocks or atypical economic performance.
X includes inflation, trade openness, financial depth, age dependency ratio and secondary education enrollment as control variables. Academic research has identified these variables as key correlates of income equality. Some of the arguments are listed as follows: 18 1. Low-income households normally keep a large percentage of their income in cash to buy goods. Thus, they are more likely to be affected by a generalized increase of prices. 19 However, the effect of price level changes on income inequality might be conditional on the capacity of household to shield against them, (through the banking system, for instance). Therefore we add credit to the private sector as % of GDP as a measure of financial depth.
18 Bumann and Lensink (2016) include a complete discussion on the selection of these variables. 19 Albanesi (2007) 2. Trade openness might also be a channel inducing income inequality, as trade flows could cause sudden changes in the relative demand of high skilled workers. In the absence of migration policies or an adequate education system, these trade flows could cause a rise of relative wages thus increasing income inequality.
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3. Education deficiencies may also induce income inequality as education levels could create wage differentials. 4. A country's age structure may also have an effect on income inequality. For instance, inequality could be lower among retirees (but so is their average income).
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Unlike Bumann and Lensink (2016), we did not include GDP per capita as a proxy for development of institutions. Instead, we grouped the countries by income level, as explained in the previous chapter. This allows us to indirectly control for institutions without having to regress on one additional variable.
Searching for Answers
To better answer question i), we performed two rounds of estimations. First we consider only linear effects regressing on each element of X i,t incrementally:
Then we performed additional estimations involving non-linear effects. These estimations test if conditional on the prevailing state of secondary enrollment rate, inflation, age dependency ratio, trade openness, or financial depth, the marginal effect of a change in capital openness on inequality is larger than the linear estimates. We therefore expand equation (2) by adding a an interaction variable. The overall effect of capital account openness has two components, a direct (α) and an indirect (λ) effect on income inequality:
To address question ii), we follow three approaches. The first one simply assumes that an unusual episode (Z) has a one-to-one correspondence with higher values of the RR indicator. To briefly recapitulate, RR is large when the increase of interest rates is higher than the expected. We associate higher RR values to an unusual episode, which surprises the world economy as a whole. The second scenario uses domestic real GDP growth to assess if a country is facing a slowdown that is only weakly correlated with world economic performance. The third assumption is a simple categorization of GDP growth performance. Equation (4) represents these set of estimations:
To investigate our third topic we categorized the magnitude of changes in our capital openness variable. First, we understand that a liberalization policy occurred whenever there was a positive change on k i,t between t − 1 and t. Otherwise, the policy remained unchanged ("none") or had a negative change ("close"):
20 Anderson (2005) 21 Goldin and Katz (2007) 22 Alesina and Perotti (1996) P olicy = {
Close if
We then use these variables to answer if income distribution improves:
5 Results and Discussion Table 1 in the annex shows the results after estimating equations (2) and (3) for the entire panel. As it is customary, each column adds an explanatory control. The final column includes the interaction term. The results overall show a positive and statistically significant coefficient for Capital Account Openness (KA hereafter). Interestingly, the magnitude and significance of the KA coefficient increased as we added controls. According to these outputs, capital openness-when controlling for inflation, age structure, trade openness and secondary enrollment-is associated with a 0.9-point increase in the Gini coefficient. But this should not surprise us at all. Schooling differentials, increases on price level, or the wage polarization potentially induced by trade have been extensively discussed as being conducive to higher income inequality. The estimations also confirm the beneficial effects of a developed financial system. The role of financial depth, measured by credit to the private sector as a percentage of GDP is significant, both the linear and the non-linear component. The keynote here is the two-piece decomposition of the total effect on income inequality of opening the capital account. On the one side, the marginal effect of opening the capital account increases inequality by 1.7 points. On the other, financial depth alleviates the detrimental effects the as indicated by the significant coefficient on the interaction term. More precisely, the negative sign implies that the greater the financial depth, the smaller (less detrimental) the effect of capital account liberalization on income inequality will be.
An interesting question to ask is if the sign of the correlations between these two variables is conditional on institutional factors or income. Grouping by income is handy as it proxies both, per capita income and quality of institutions. By doing so we implicitly constrain the distribution of the other factors for instance: 23 i) most of the observations with a private credit ratio below 25 percent come from low income and middle income countries; ii) high school enrollment rate is usually below 44 percent in low income countries, and so on. Since there are significant differences between income groups, using the entire panel for our analysis will not provide an accurate picture of reality: a closer look at KA and inequality's evolution over the years shows that, while a number of countries have opened their capital account, inequality has generally remained the same. This trend is confirmed when separating countries by income groups (using the criteria specified in the methodology section): the median Gini coefficient moved very little in 20 years .
Capital openness is again associated with increased inequality when controlling for income groups. Although our findings suggest that low income is associated with lower statistically significant correlations 24 we still see the same patterns as before. Financial development remains a relevant variable to consider in the analysis, and in every case, there is some kind of beneficial effect as depth increases. Regressions per income group are shown in Tables 2-4 fact is not surprising at all. As shown in Table 13 , low income countries, regardless of their de jure openness, their actual portfolio flows as a percentage of GDP (variable de facto in the table) are rather small, which also explains the implicit high p-values of Table 2 . When using Fernandez-Uribe (KA-Uribe hereafter), then the coefficient becomes positive and significant between 5% and 10%. However, this might not be the best indicator for low income countries as their data has plenty of missing values.
In middle income countries, capital openness loses significance (single effect), albeit the indirect effect generated by conditioning capital account openness to financial depth is significant at 10% remains valid when conditioning on financial depth (Table 3 ). In the former case, the coefficient changed from negative to positive as we added the canonical controls. In the latter, the marginal effect is -0.025, implying that financial development is associated with better income distribution. When using KA-Uribe (Table 6 ), the results show a different story. First, the direct effect is -1.83 significant at 10%, which should be read as increasing inequality. The indirect effect is 0.035 per level of financial depth, which means that financial development reduces the negative effects on income distribution (Recall that KA and KA-Uribe move in opposite direction). The larger and most significant effects are registered in the highincome countries. High-income countries are usually financially more developed so correlations are stronger in each case (Table 4) . For instance when regressing on KA, we find that capital account openness is associated with a 2.01-point increase in income inequality. The interaction term renders a negative coefficient that has significance at only 12%. The low significance of financial depth might not be totally unreasonable: in high income countries, there are no meaningful differences in terms of financial development, which would explain lower correlations. Similarly, when using KA-Uribe, (Table 7 ) the coefficient is negative and significant at 5% (recall that negative here means increasing inequality). The interaction term increases significance to 5%.
Timing Matters
The first question that we seek to answer is whether or not unusual economic conditions have a particular effect on the correlation between capital openness and income inequality. To progress on this, we estimate a parsimonious version of equation (3) including the lag of Gini, the usual controls, capital openness, and a variable representing the unusual events. We are particularly interested on the marginal effect of capital openness on the Gini:
The estimations resulted in three main findings. First, global exogenous shock -monetary as RR, increases the level of detriment of income distribution. Second, whenever an unusual economic performance is more correlated to the global economic cycles, the negative effects on income distribution magnify. Third, during regular cycles and booms the effect of capital openness on inequality is usually beneficial but not totally conclusive. However, capital openness is unambiguously worse for income equality during bust. Table 8 show the summarized output of these regressions, where each column corresponds to baseline, RR, forecast errors of GDP growth, and the categorized growth performance, respectively. The sign of dgi,t dki,t depends on a direct and indirect effect. We find evidence that controlling by monetary shock, the direct marginal effect, α is detrimental on income inequality. Moreover, the size of the shock plays an important role by increasing income inequality through a coefficient of 0.4. We did find weak statistical evidence to argue a possible conditional effect λ, impact of 0.14 but only with p-values between 10% and 15%. The RR shock is linked to how developed is the financial system, therefore, we would expect that its effect on inequality is larger in lower and middle income countries compared to high-income, however there was no strong evidence to support this.
Next, we take a look at the spikes on growth rates that are not explained directly by performance in large economies. While the marginal effect of these measures on inequality had low explanatory power on income inequality (see Table  8 ), the interaction term was significant. In fact, according to the estimation outputs, capital openness direct effect, α, remained positively and significantly correlated with inequality. Furthermore, as atypical economic performances depart from global cycles, capital account openness correlates negatively with inequality, suggesting the existence of a magnifying effect whenever the global economies are the main cause of an atypical event.
Finally, we find evidence of increased inequality during bust. Table 8 shows how the total marginal effect (equation 4) of capital openness is larger when controlling for an economic contraction (variable "bust"). Economic expansions ("Booms in the contrary resulted in negative coefficients implying a beneficial effect on income distribution. However, the significance level of both the interaction term and the direct effect is not as good as we would expect, with p-values within 12%-20%. Our finding prove evidence that openness is more likely to be bad for income distribution during busts, but it is silent about its performance during booms. This conclusion is valid even if we relaxed the definition of boom and bust to 0.5 standard deviation from GDP growth's mean.
To Restrict or Not To Restrict?
Controls on capital account transactions represent a country's attempt to shield itself from risks associated with fluctuations in international capital flows. Capital controls take on special circumstances, for instance in the context of a fixed exchange rate regime. In a country with a fragile banking system, for instance, allowing households to invest abroad freely could precipitate an exodus of domestic savings and jeopardize the banking system's viability. And short-term capital inflows can be quickly reversed when a country is hit with an adverse macroeconomic shock, thereby amplifying its macroeconomic effect. In theory, capital account liberalization should allow for more efficient global allocation of capital, from capital-rich industrial countries to capital-poor developing economies. This should have widespread benefits-by providing a higher rate of return on people's savings in industrial countries and by increasing growth, employment opportunities, and living standards in developing countries. Access to capital markets should allow countries to "insure" themselves to some extent against fluctuations in their national incomes such that national consumption levels are relatively less volatile. Since good and bad times often are not synchronized across countries, capital flows can, to some extent, offset volatility in countries' own national incomes.
The evidence, as we have seen, is not quite as compelling as the theory, however. Middle income countries that have liberalized their capital accounts typically have had questionable improvement on inequality. According to our findings this is associated to the swings in the domestic and world economy, thereby magnifying the negative effects. Is there actually evidence of the goodness of closing the external accounts? Taking into account the whole panel we tested whether or not closing the capital account was significantly followed by periods with lower inequality. Table 9 shows the outputs of this estimation. The coefficients broadly keep the same patterns as baseline. However, our indicator dummy for closing policy has a negative sign, which implies that it is significantly related to lower income inequality. The next column presents the interaction of a change in policy and a shock. The interpretation would be as follow: the sign of the coefficient imply that closing the account posterior to a shock reduces the negative effects on income distribution. However, this result could as well be not conclusive since during recovery periods governments usually expand their social spending through transfers that may hide the real impact. Notwithstanding, this result opens the door to explore the role of safety nets as policy instruments to mitigate the negative effects during bad times.
The Role of Safety Nets: Lessons from Latin America?
Like in many other emerging regions, income inequality is one of the top malaises of Latin America and the Caribbean (LAC). In fact, it is the most unequal region in the world, according to the IMF, ECLAC, and WEF. However, the region has made progress in closing the income gap: in our panel, the region's Gini coefficient went from 50.1 in 1995 to 43.8 in 2013. Most LAC countries in our panel belong to the middle income group. The results presented in the previous chapter show that in middle income countries, the opening of capital account is associated with a drop in the Gini coefficient; however, the results are either not statistically significant or weakly significant. What factor(s) could be encouraging the fall of income inequality in these countries? One possible explanation is the existence of programs of redistributive nature, such as cash transfer programs. In theory, these programs should be even more beneficial if they encourage recipients to educate themselves and/or to improve their quality of life, such as with conditional cash transfer (CCT) programs. Soares et al. (2009) explored this issue and found that countries with highly focalized CCT programs (i.e.: Brazil and Mexico) experienced a 21 percent reduction in income inequality, and a 15 percent decrease in Chile, which has a less focalized program. We therefore considered that controlling for CCT programs could possibly explain this favorable relationship between capital account openness and income distribution in LAC.
Using data from ECLAC, the IDB, the World Bank and various LAC government offices, we constructed a binary database indicating the existence (or lack) of CCT programs. In our panel, 21 out of 26 Latin American countries have implemented (or had, at some point) at least one CCT. We included this binary variable in our baseline model, and created an interaction term between capital openness and the binary CCT variable. When these two variables are included in the baseline regression, the Chinn-Ito index becomes statistically significant and is associated with the fall in inequality in LAC. Similarly, the binary CCT variable is also statistically significant in explaining the fall in income inequality. However, the interaction between these two shows the opposite: it implies that greater capital account openness in the presence of a CCT, is associated with an increase in income inequality.
Note that these estimates could be biased for several reasons: for example, some of the CCTs may have low coverage and may not benefit the neediest. Another reason could be a delay in time when the program starts relative to the time when the first disbursement occurs. In addition, many of the programs start with a pilot region, and, if successful, beneficiaries are gradually added. Ideally, the binary CCT variable should be adjusted to reflect the first disbursement. However, not all LAC countries report the date of the first disbursement. To control for low coverage, we use coverage data compiled by Stampini and Tornarolli (2012) . The information was generated by directly obtaining the coverage data from each country's social development ministry. While the dataset is rich in content, it also contains missing values that we interpolated where possible. In addition, we created a variable for "program age", to control for program effectiveness. The instrument is weak; however, the oldest CCT programs in Latin America, Oportunidades (Mexico) and Bolsa Familia (Brazil), have been identified as highly efficient on numerous reports.
What can we say about safety nets in Latin America and capital openness? Table 11 shows a simple exercise to support our argument. The impact coefficients (KA) are positive but reduce their magnitude after controlling for coverage of CCTs. As expected, the effect of capital openness conditional on coverage renders a positive estimate. This enforces the previous claim, that safety nets help mitigate the negative effects that we usually see during economic cycles. Table  10 uses the age of the program as an instrument of effectiveness (see paragraph above). The estimates have the same sign and significance as coverage. Are safety net programs the secret to seize all benefits from financial liberalization? Our results seem to imply yes. Latin America is no stranger to financial instability and recurrent crisis, yet inequality has been decreasing. It seems that adoption of CCTs translates into a very useful ex-ante type of policy to reduce the negative effects that an open financial account could have. Nonetheless, it would be interesting to analyze the interaction of booms and busts with safety nets. However, the current availability of data is not enough to test these hypotheses -a bigger data set would provide better inference. Further research should aim at clarifying different questions regarding the role of safety nets and financial liberalization. 25 
Conclusions
Literature has largely concluded that capital account liberalization may have negative effects on growth through financial instability in emerging markets. Moreover, the links between economic and financial distress and income inequality have also been frequently revisited, especially in the last decade. In this paper, we attempt to build upon these two literatures to examine the extent to which capital account liberalization is associated with income inequality in emerging market and developing countries. We confirm earlier studies that show there is such a relationship between increased capital account openness and increases in income inequality, and that capital account regulations are associated with less income inequality-at least for emerging economies. We expand on these findings to learn that there are differential impacts of capital account liberalization on inequality during periods of economic expansion and contraction. The impact of financial liberalization on income inequality is ambiguous during economic expansions, whereas during contractions, capital account liberalization appears to exacerbate income inequality. Strong institutions and financial depth are key factors determining the extent of the negative impacts. One possible reason behind this is that financial services may provide households with better risk sharing and the possibility of shield against economic swings. Furthermore, our findings suggest that when a country decides to implement regulations to slow and steer financial flows during atypical economic events, the detrimental effects on income distributions diminish. These findings offer supportive ground in favor of counter-cyclical, temporary, and flexible 'speed bumps' during sudden stops or similar atypical events. However, this result might not be as strong since countries usually implement social policies simultaneously.
Finally, it is conceivable that for most developing countries, where institutions are weak, the absence of ex-ante policies imply that capital account liberalization will probably increase income inequality during periods of economic contraction. In order to ensure dignifying living conditions, it seems relevant to implement additional protection measures for the initially disadvantaged groups as seems to be the case of Latin America. Thus, further work is required to explain whether or not CCTs are behind these observed differences and if liberalization should be synchronized with social safety net coverage.
The findings discussed in this paper bring to consideration two kinds of policies. On the one hand, policies geared to seize the positive spillovers of openness during economic expansion, albeit designed such that they can also act as safety nets during contractions. On the other hand, our findings support resorting to capital restrictions during busts especially if social safety nets have low coverage. For most developing countries, where institutions are weak, the absence of safety net policies implies that a capital account liberalization will likely increase income inequality. In order to ensure dignifying living conditions, it seems relevant to implement additional protection measures for the initially disadvantaged groups as seems to be the case of Latin America. 
Countries in the Sample
Every year we use the income criteria (Section 3) to assign each country to their corresponding cluster. Tables 16-18  are snapshots of these groups for 1990, 2000, and 2010 . Note that countries that do not appear in these particular years may appear in other years. A country is excluded in a given year if it has a missing value for GDP per capita PPP data to make an appropriate assessment of its income level. 
